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Who Owes State Debt? 


Rapid Growth of Non-Guaranteed Obligations Presents 


New Fiscal Problem 


BY GORDON P. SMITH 


hen is a debt not a debt? 


When it is a non-guaranteed debt, seems to be the answer of 41 states in which more 
than a half-billion dollars of debt is not backed by “the full faith and credit” of the state. 


This relatively new aspect of state fiscal 
policy was turned up by a recent Tax Founda- 
tion study on the trend of state debt.* The 
popularity of the procedure is evidenced by 
the fact that between 1937 and 1949 non- 
guaranteed state debt increased from 1 per 
cent to 16 per cent of total state long-term 
debt. 

More than half of this non-guaranteed debt con- 
sists of bonds issued by the state or its agencies 
for such “enterprise” activities as toll bridges, toll 
roads, university dormitories, water and power 
projects, etc. The remainder is classified as debt 
for general government activities. 

Bonds in these categories are classified as non- 
guaranteed because their retirement is ostensibly 
possible only by payments from specific earnings 
or earmarked funds and taxes. If these pledged 
revenues are not sufficient to meet the debt pay- 
ments, there is supposed to be no recourse to other 
fiscal resources of the state. 

The net result of this expedient is that states are 
able to circumvent constitutional debt limitations, 
many of which are archaic, or otherwise maintain 
an appearance of minimum or non-existent debt. 

Employment of this device has grown in pro- 
portion as demands are made upon the various 
states by their citizens for new services or expendi- 
tures. Unable for one reason or other to seek new 
sources of revenue, many states have resorted to 
this new debt principle. 

How it works is illustrated in the case of Wiscon- 





*Postwar Trend in State Debt, May 1950. 


sin, which is prohibited by its constitution from 
contracting debt, except for defense purposes. 
Although Wisconsin would appear to be technically 
free of debt, in fiscal 1949 it had more than $4 
million in non-guaranteed obligations. 

The provocative question raised in Wisconsin and 
40 other states is: Are the states justified in not 
accepting responsibility for what appear to be 
their obligations? 

The answer is not as obvious as it might seem. 


Debt at $4.1 Billion Peak 


State long-term debt reached an all-time high of 
$4.1 billion in fiscal 1949, Of this amount, states 
placed their full faith and credit behind $3.4 billion. 
Another $642 million was in non-guaranteed state 
debt, most of it ($348 million) for enterprise activi- 
ties. The remaining $293 million in 1949 non- 
guaranteed debt is in obligations for general govern- 
ment activities, such as indebtedness created for 
highway construction to be amortized solely from 
the receipts of a gasoline tax. This portion repre- 
sents about 8 per cent of all long-term general debt 
($3.6 billion) outstanding in 1949, 

The present situation with regard to non-guaran- 
teed debt contrasts sharply with the state debt 
pattern of 1937 when only 1 per cent of $3.2 billion 
in long-term debt was not backed by all the revenue 
resources of the states. As already noted, 16 per 
cent of 1949 long-term debt of $4.1 billion is not 
guaranteed. In 12 years, non-guaranteed debt rose 
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from $42 million to $642 million, or nearly 1500 
per cent. 

The growth of non-guaranteed state debt is 
shown in the following table: 


TABLE | 


STATE LONG-TERM AND NON-GUARANTEED DEBT 
SELECTED FISCAL YEARS 1937-1949 


Non-Guaranteed 


Debt as a 
Total Percentage of 
Long-Term Non-Guaranteed Long-Term 
Year Debt Debt Debt 
(thousands) 
1937 $3,226,096 $ 41,792 1.3 
1940 3,296,698 196,088 5.9 
1946 2,342,249 315,594 13.5 
1947 2,872,424 342,034 11.9 
1948 3,524,375 408.239 11.6 
1949 4,064.93 1 641.604 15.8 


Source: Department of Commerce 


it and without showing it to the public as a com- 
ponent of state debt. 

Constitutional debt limitation, as in Wisconsin, is 
the principal reason. In addition, the non-guaranteed 
debt principal has enabled some states to by-pass 
statutory or constitutional provisions that require 
debt proposals to be submitted to the electorate for 
approval. By issuing revenue bonds to finance a new 
project, a state avoids the possible inconvenience of 
a negative vote in a referendum. 

A third reason for the increase in this type of 
borrowing is that non-guaranteed debt does not cast 
any reflection on the general credit status of the 
state. 

Proponents of this method argue that non-guaran- 
teed debt permits the state to circumvent a debt 
limitation that may be part of an outmoded con- 
stitution. In other words, rather than go to the 
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The figures on the rise of long-term enterprise 
debt show the growing importance of this category. 
In 1937, state debt outstanding for enterprise activi- 
ties amounted to only $89 million ($1 million non- 
guaranteed), or slightly under 3 per cent of total 
debt. Apart from the World War II period when all 
state debt decreased, enterprise debt has increased 
steadily, reaching $465 million in 1949 ($348 mil- 
lion non-guaranteed ) — 11 per cent of all state debt. 

A breakdown of state debt, showing enterprise 
debt and non-guaranteed debt, appears in Table II. 

The seven states without non-guaranteed debt are: 
Connecticut, Kansas, Massachusetts. Nevada, New 
Jersey, Rhode Island and Vermont. 


Blame Debt Limitations 

Investigation discloses several reasons why the 
states have come to rely increasingly on the device 
of issuing debt without accepting responsibility for 
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considerable trouble of changing the constitution, 
the state can secure needed capital projects in a 
roundabout fashion without technically disobeying 
the constitutional mandate. 


The courts in general seem to have encouraged 
use of this expedient. Most courts having jurisdic- 
tion over state debt policy have ruled that debt 
representing obligations payable solely from pledged 
revenues is not within the scope of state responsi- 
bility. 

By adopting this viewpoint, the courts have come 
in for some criticism. It has been argued that their 
decisions in this matter have been made more often 
on the basis of narrow legalistic reasoning than on 
broad consideration of the effect on the state econ- 
omy and state finance. The fact that a bond issue 
does not on its face involve the full faith and credit 
of the state is no conclusive argument for not con- 
sidering it a state obligation, it is charged. 
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TABLE II 
STATE LONG-TERM DEBT @ 
BY CHARACTER OF LIABILITY AND TYPE OF DEBT 
FISCAL YEAR 1949 








(THOUSANDS) 
Total Non-Guaranteed Full Faith and Credit 
Le FGEEE | qeeereessiegnscaneneeesinepipteniannscsiotniicintiamennaess  <cmemnaasiiagamniaaaiaaaass aaiagaeiamataaiie atialiahiaaieiti 
Debt Total General Enterprise Total General Enterprise 

Alabama” Sie aa ie te $ 61,331 $ 9,312 $ 5,042 $ 4,270 $ 52,019 $ 45,194 $ 6,825 
pn beta Aaa oe od Oe ve 2,808 1,968 1,968 ~ 840 840 — 
ona en ne a 121,739 5,255 5,255 _ 116,484 116,484 — 
Cali 3. hier 205,779 27,782 30 27,752 177,997 153,058 24,939 
NEN ek HES Ve 14,432 13,962 13,962 os 470 470 ~— 
Coen tb ett sins namensenes -- — — 82,230 67,710 14,520 
Denne 48,218 40. — 40,000 8,218 8,218 — 
i hsierctinianccsaitnnenatan 15,539 15,539 15,539 wine _ ~- seine 
ERE RP SRS NI RR 3,332 3,020 2,875 145 312 274 38 
SOG re oie a 975 947 947 — 28 28 — 
SUN oe ae 454,079 4,150 4,150 — 449,929 449,929 _ 
Indiana.......... 13,389 13,389 13,389 =. — — — 
| eae Rs ee 1,953 1,931 1,931 — 22 22 — 
Kansas.. 6,347 —_ — _— 6,347 6,347 a 
ee, Bee TEES Belt CEES 9,169 6,688 5,753 935 2,481 2,481 — 
BE CHAE TP TO 220,088 17,906 17,906 — 202,182 177,852 24,330 
pO AIS EES 10,954 700 700 — 10,254 9,769 485 
RR EE aa et nN aah ake 68,637 42,753 5,253 37,500 25,884 25,884 ~- 
Massachusetts....................... 198,146 — — — 198,146 156,461 41,685 
a 249,076 32,497 32,497 — 216,579 216,57S — 
TAN NTS 52,573 780 780 — 51,793 51,793 — 
i ANNES An se igre | CE 76,186 63,009 63,009 _— 13,177 13,177 — 
SESE AESIO ES Ie 51,385 2,986 2,986 — 48,399 48,399 — 
Pn ee 20,580 17,729 13,739 3,990 2,851 2,851 -— 
NES Sa SENT chee 740 740 740 — — — _ 
BRT St Seem 615 — — — 615 615 — 
New Hampshire...................... 13,475 1,188 — 1,188 12,287 10,457 1,830 
eee ON 106,808 — — —_ 106,808 106,808 — 
New Mexico......................-.-..-.-- 29,717 7,034 7,034 — 22,683 22,683 _— 
Now: Yates. 828,366 134 134 — 828,232 828,232 — 
Nerth Carolina. 2. 77,150 1,209 1,209 — 75,941 75,941 —_— 
Nortlt Dakotes.353 45,262 2,213 2,213 — 43,049 43,049 —— 
5 Sp RRRIORA CE ie aac oc 203,136 1,508 833 675 201,628 201,628 — 
Gbinhome....- oo. 38,513 20,863 20,863 — 17,650 17,650 — 
Se ETAT 31,967 7,243 7,243 —_— 24,724 24,724 _— 
Pennsylvania.......................... 301,415 187,586 8,500 179,086 113,829 113,829 — 
Rhode Island.................. 42,857 — — — 42,857 41,995 862 
South Carolina.......................... 96,983 29,014 — 29,014 67,969 67,969 —_ 
South Dakota........................... : 17,603 404 404 —_ 17,199 15,699 8 
Ti Se 97,469 2,982 2,982 — 94,487 94,487 — 
UT 24,376 20,274 20,274 — 4,102 4,102 — 
SCTE Ete ahh Rt 2D REE 1,113 151 151 — 962 962 — 
Vermont...... LSRPY 2,220 — —_ — 2,220 — 
Virginia............ Bo 18,516 5,402 5,402 — 13,114 13,114 — 
Washington.............................. 25,318 22,081 771 21,310 3,237 3,237 — 
West Virginia... icasess 65,651 3,829 1,330 2,499 61,822 61,822 _— 
WEINER ce oe ee 4,543 4,543 4,543 -- — —_ -- 
Ls op REIRSON ID cs pees ; 2,173 903 903 _ 1,270 1,270 —_ 


TOTAL $4,064,931 $641,604 $293,240 $348,364 $3,423,327 $3,306,313 $117,014 


*State gross debt in 1949, $4,089,954,000, consists of the long-term debt plus the short-term debt, $25,023,000. 
» Data for fiscal year ending in the preceding calendar year. 











Source: Department. of Commuatos. <A ee ohne Oa 

There is logic in this argument. It does not seem committee. The state has a moral responsibility for 
likely that if a non-guaranteed debt appeared about all its bonds and the chances are it would rescue 
to go into default, the state would allow its capital the project — non-guaranteed or otherwise. If the 
project to be taken over by a citizens’ bondholder pledged earnings or earmarked funds and taxes 
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could not be expanded or if the bonds could not be 
refunded, it is quite probable that the state would 
place other revenues at the project’s disposal. 

On this basis, it might be argued that debts 
financed by pledged earnings or earmarked taxes 
are merely disguised general obligations. 


Long-Run Effect Seen Bad 


Non-guaranteed debt, as an expedient, un- 
doubtedly has taken many states out of difficult 
fiscal situations. And judging by the number of 
“Little Hoover Commissions” now at work among 
the states, it is also true that many state constitu- 
tions are out of date. Very probably, the same can 
be said for certain debt limitations in state consti- 
tutions. 

Under these circumstances, it is not strange that 
harried state fiscal administrators have grabbed 
eagerly at the non-guaranteed debt as a temporary 
solution. 

Nevertheless, there is little long-term merit in 
this expedient. Constitutional debt limitations were 
adopted with a purpose. The fact that a particular 
limitation may be outmoded today means merely 





that it should be changed through orderly demo- 
cratic processes — not that it should be circum- 
vented. 


By any reasonable standard, if the voters of a 
state do not choose to change constitutional limita- 
tions on debt, the use of non-guaranteed debt is 
clearly an undemocratic method of by-passing the 
wishes of the people. 


There is an additional danger, apart from prin- 
ciple. Although careful use of non-guaranteed debt 
may bring no unfavorable fiscal results, the grow- 
ing practice in effect removes all constitutional 
restraints on state debt. In the hands of an un- 
scrupulous fiscal official, this weapon could destroy 
the solvency of any state. 


State debt, already at an unprecedented peak, is 
complicated by record Federal debt of a quarter- 
trillion dollars and local debt of $17 billion. This 
increased government dependency on borrowing is 
not a healthy fiscal symptom. And for the states, no 
matter how praiseworthy the motive may be, it 
seems clear that expanding use of the non-guaran- 
teed debt principle jeopardizes every sound fiscal 
system. 
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